Die Dokumente auf EconStor dürfen zu eigenen wissenschaftlichen Zwecken und zum Privatgebrauch gespeichert und kopiert werden.
Introduction
In the broadest sense, corporate governance can be defined as the stewardship responsibility of corporate directors to provide oversight for the goals and strategies of a company and to foster their implementation. Corporate Governance may thus be perceived as the set of interlocking rules by which corporations, shareholders and management govern their behaviour. These rules refer to individual firm attributes and the factors that allow companies to maintain sound governance practices even where public institutions are relatively weak. Such factors may include a corporation's ownership structure, its relationships with stakeholders, financial transparency and information disclosure practices as well as the configuration of its managing boards.
In any given country, the legal system helps set some corporate governance standards.
These may vary, and while absolute conformity of corporate governance systems is both unnecessary and unlikely to be very healthy, there is near universal recognition of the need to preserve investor confidence through transparency, accountability, fairness and responsibility (van den Berghe, 2002) . This recognition has driven and continues to drive convergence on notions of governance and what constitutes best practice, despite differences in legal origins, regulatory systems, and governance models.
That there are standards that can apply across a broad range of legal, political and economic environments is at the core of the Principles of Corporate Governance developed by the Organisation for Economic Co-operation and Development (OECD).
First published in 1999, the original Principles focused on the rights of shareholders; their equitable treatment; the role of stakeholders in corporate governance; disclosure and transparency; and the responsibilities of the board. In April 2004, these Principles were revised (OECD, 2004) . Specifically, the new principles encourage institutional investors to disclose their corporate governance policies; emphasize the need for strengthening the rights of investors, including their ability to remove board members; call for rating agencies and analysts to avoid conflicts of interest; make reference to the rights of stakeholders and advocates protection for whistleblowers; and clarify board responsibilities.
The OECD Principles provide thoughtful guidance to nations seeking to improve corporate governance and serve as the basis for numerous detailed corporate governance standards throughout the world. Emphasizing the importance of a regulatory framework in corporate governance that promotes efficient markets, the Principles recognize that capital is the essential factor in any growing economy: Nations compete for investment capital, and the assurances investors seek as they decide whether to provide that capital are universal. Investors ultimately choose to place their capital where they can understand the risks and believe their investment is most likely to be protected from fraud or other misuse.
Given that good corporate governance can help create shareholder value regardless of the particular system (Gompers et al, 2003) , investors have shown a growing demand for a global benchmark of good corporate behaviour. Responding to this demand, the Financial Times, a major index supplier, has recently produced, in partnership with International Shareholder Services (ISS), a pilot Corporate Governance Index. The first of its kind, the index benchmarks companies on the basis of five globally comparable criteria and ranks countries according to the average governance ratings. Although initially this index may be not much more than a box-ticking exercise so that large institutional investors will continue to rely on their own research or on detailed assessments the rating agencies or external advisors offer, eventually this project could evolve into a generally accepted yardstick.
Against this background, this paper examines the relationship between the measured quality of corporate governance at the firm level and national competitiveness, employing the new FTSE/ISS index. In so doing, we first analyze the extent to which legal and regulatory indicators of corporate governance at the country level correspond to the perceived quality of governance systems. Then, the paper focuses on the quality of corporate governance practices at the company level benchmarked by the new index.
Hypothesizing that good corporate governance at the company level may compensate for perceived weaknesses in the institutional framework, a key determinant of national competitiveness and sustained economic growth, we then juxtapose the FTSE/ISS index with recent survey evidence from the World Economic Forum's Global Competitiveness Report on board practices. Finally, we look at the transition countries in Central and Eastern Europe, which recently joined the European Union and discuss whether the quality of corporate governance systematically affects the mode of entry for foreign investment.
Corporate governance systems and the perceived quality of institutions
For investors it is vital to examine both the quality of corporate governance at the firm level and the quality of the institutional and regulatory framework within which companies operate (World Bank, 2004; Kaufmann et al, 2003; The Kurtzman Group, 2002) . Country factors can play a key role in setting the framework for corporate governance practice at the individual company level. Legal, political, historical and cultural factors interact and help determine ownership structures, stakeholder priorities and fundamental attitudes towards the role of the firm in the economy (Dallas, 2004) .
Thus, assessing corporate governance risk at the company level requires analysing country risk factors. For example, two companies with the same risk profile but domiciled in countries with contrasting legal, regulatory and market standards, present different risk profiles should their governance practices deteriorate. In other words, in the event of deterioration in a specific company's governance standards, investors and stakeholders are likely to receive better protection in a country with stronger and better enforced laws and regulations.
While the country environment can influence the articulation and practical protection of ownership rights and the norms of transparency and disclosure, positive framework conditions are no guarantee that all companies in a given framework will demonstrate strong corporate governance standards. Thus, investors and rating agencies, such as Standard&Poors do not regard the quality of the macro framework of corporate governance as a floor (Standard&Poors, 2002) . Conversely, it is conceivable that companies operating in weak country environments transcend local practice. However, companies whose corporate governance standards are perceived to be high are generally seen as less risky than companies with low standards, irrespective of the country of domicile. In other words, whereas good corporate governance at the company level may compensate for weak framework conditions, the opposite is not true.
Note that the underlying approach of risk assessments with regard to corporate governance deviates from credit risk assessments. In credit analysis, the concept of a sovereign ceiling implies that the credit rating of an individual company can be constrained by the credit rating of its country of domicile. As Dallas argues, however, applying the same principle in corporate governance analysis would be self-defeating: "Part of the logic of a governance rating system is to provide a positive incentive structure for individual firm improvement. To imply that an individual firm in a weak country environment cannot have anything but weak corporate governance itself is not only wrong, but it could also have perverse implications. Namely, an artificial ceiling might de-motivate a firm from making positive improvements in its own governance standards if such improvements were not reflected in its standalone governance rating assessment" (Dallas, 2004, 149-150) .
The quality of the legal system plays a particularly important role, with strong investor protection laws generally linked with broader and deeper capital markets, a more dispersed shareholder base, and a more efficient allocation of capital across firms (La Porta et al, 2002) . Thus, a rapidly expanding strand in the literature, led by La Porta, Lopez de-Silvanes, Shleifer and Vishny, focuses on different systems of corporate governance and attempts to assess their quality in a systematic way. Broadly speaking, "A system of corporate governance consists of those formal and informal institutions, laws, values, and rules that generate the menu of legal and organizational forms available in a country and which in turn determine the distribution of power -how ownership is assigned, managerial decisions are made and monitored, information is audited and released, and profits and benefits allocated and distributed" Cornelius & Kogut, 2003, 2) .
The "law matters" school focuses especially on issues relating to legal family origin (exhibit 1). Specifically, it is found that institutions and regulation vary systematically across countries, reflecting their individual history and influences (La Porta et al, 1997; World Bank, 2004) . England developed a common-law tradition, characterized by independent judges and juries. In this tradition, comparatively low importance is paid to regulation, whereas private litigation is preferred as a means of addressing social problems. The common-law tradition was exported by England to the United States, Canada (except for Quebec), Australia, and New Zealand as well as to several developing countries in Asia, East Africa, and the Caribbean.
France, by contrast, developed a civil-law tradition. Based on Roman law, this tradition is characterized by state-employed judges, a preference for state regulation over private litigation and emphasis on legal and procedural codes. Napoleon transplanted the French legal system to Spain, Portugal and Holland, and through his and subsequent conquests it was further exported to all of Latin America, Quebec, large parts of Europe, North and West Africa, parts of the Caribbean, and parts of Asia.
The civil-law traditions in Germany and the Nordic countries are also based on Roman law. The German legal system was adopted voluntarily in Japan, and through Japan it influenced the legal systems in several other Asian countries, notably China, Korea, and Taiwan. Austria and Switzerland were also influenced by Germany's civil-law tradition, and through the Austro-Hungarian Empire, much of today's central and Eastern Europe inherited German commercial laws.
In a large cross-section of countries, it is found that legal origin is one of the most important variables for explaining different levels of regulatory intervention (World Bank, 2004) . Specifically, it is argued that legal origin is associated with differing degrees of greater procedural formalism and complexity, a concept that relates to how effectively the prevailing legal system, and its court system in particular, is in enforcing the law.
Indeed, civil law countries tend to show a comparatively higher degree of complexity on an index, which attempts to measure substantive and procedural statutory intervention in civil cases in the courts. 1 More provocatively, however, it is argued that civil law is less effective in protecting shareholder rights than common law. To show this, La Porta et al (1998) This sub-index measures the formalities required to engage someone into the procedure or to hold him accountable for the judgement. The index, which ranges from 0 to 100, has been developed by Djankov et al (2003) . 2 The anti-director rights index consists of five variables: (1) Proxy by mail allowed. In some countries, shareholders must show up in person or send an authorized representative to a shareholders' meeting in order to vote. By contrast, some countries allow shareholders to mail their proxy vote directly to the firm, thus making it easier to cast their vote. (2) Shares not blocked before meeting. Some countries have laws that require shareholders to deposit their shares with the company or a financial intermediary several days prior to a shareholder meeting. These shares are then kept in custody until a few days after the meeting, a practice that prevents shareholders from selling their shares for several days around the time of the minority shareholders against managers or dominant shareholders in the corporate decision-making process, this index has become a standard reference in measuring the quality of the institutional framework of individual countries. For each of the five antidirector rights measures, a country gets a score of 1 if it protects minority shareholders according to this measure and a score of 0 otherwise.
Exhibit 1. Legal Characteristics

Country
Legal While common law countries with high incomes tend to have less complex procedures and better anti-director rights according to the respective indexes, the influence of law must be viewed in a wider context. As Dallas argues, for example, it is clear that in many emerging economies operating with British common law systems (e.g. Bangladesh,
Nigeria, Pakistan, Zimbabwe) common law alone is not a determinant of an effective legal environment, nor has it resulted in widely held ownership structures (Dallas, 2004) .
Other factors may be equally, if not more relevant in determining legal and governance systems, such as the stage of economic development, the political environment, and even broader cultural issues.
Thus, La Porta et al.'s findings have not remained undisputed. Instead, it has been argued that there is no single system of corporate governance -that works in all countries and all companies (Cornelius & Kogut, 2003) . Specifically, it has been stressed that the cultural and historical backgrounds of countries differ -as do their political conditions, and thus, their corporate governance systems. But for a given type of form, so the counter-argument goes, one can identify specific practices that are better than others.
Corporate governance practices are those rules that apply to specific financial markets and organizational forms and establish the rights of owners, and the information and mechanisms at their disposal, to control management and employees. These practices for the public firm include the determination of the board of directors and its powers and voting rules, protection of minority investors, the publication of audited accounts, covenants restricting managerial actions such as the sale of assets, and the distribution of profits.
Against this background, recent benchmarking attempts have encompassed a wider range of components, which are believed to determine the quality of corporate governance at the macro level. While some attempts focus on broader public governance issues, such as the World Bank's composite governance index (Kaufmann et al, 2003) infrastructure, and informational infrastructure. Some of the criteria are objective in the sense that they reflect specific regulations and the "law on the books." How regulations and laws are applies and enforced in practice is a different matter, however (Pistor & Berkowitz, 2003) . Therefore, most attempts to measure the quality of public and corporate governance also include survey data.
In this regard, the World Economic Forum's executive opinion survey for its Global Competitiveness Report (GCR) contains especially useful information as it covers a particularly large sample of countries and reflects the views of more than 7,500 senior executives. Working with a large number of local partner institutes, the World Economic Forum (2004) endeavors to ensure that the survey is representative with regard to the size of the firms of a country, the ownership structure and market orientation. Around two-thirds of the respondents are domestic investors, while the rest represent foreign companies.
Box 1. GCR Contracts and Law Index
The judiciary in your country is independent from political influences of members of government, citizens, or firms (1 = no, heavily influenced, 7 = yes, entirely independent).
Financial assets and wealth (1 = are poorly delineated and not protected by law, 7 = are clearly delineated and well protected by law).
When deciding upon policies and contracts, government officials (1=usually favor well-connected firms and individuals, 7 = are neutral among firms and individuals)
Organized crime (e.g. mafia-oriented racketeering, extortion) in your country (1= imposes significant costs on businesses, 7=does not impose significant costs on business).
Blending survey data with "hard" data (i.e., publicly available statistical data, such as GDP, inflation, budgetary balances etc), the Forum ranks more than 100 countries according to their competitiveness -defined as an economy's ability to achieve sustained economic growth over the medium term. One of the sub-indexes that are used to calculate the overall rankings reflects the quality of the legal environment. Based solely on survey evidence, the Contracts and Law Index mirrors responses to four questions focusing on the independence of the judiciary, the protection of property rights, favoritism, and the prevalence of organized crime (Box 1). The rankings for high-income
countries are shown in Exhibit 2.
In last year's survey, the World Economic Forum introduced several new questions on corporate governance, some dealing with institutional and legal issues (e.g., protection of minority shareholders), others with firm-specific factors (e.g., control of corporate boards). The specific questions are included in Box 2, and the results are also shown in Exhibit 2.
Box 2. GCR Survey Questions on Corporate Governance Framework
Law protection of minority shareholders' interests in your country is (1 = nonexistent and seldom recognized by majority shareholders, 7 = total and actively enforced).
Financial auditing and accounting standards in your country are (1 = extremely weak, 7 = extremely strong, among the best in the world)
Access to reliable and timely information regarding company financial performance is (1 = often insufficient, delayed, and difficult to obtain, 7 = regular and easy).
The regulation of securities exchanges in your country is (1 = nontransparent, ineffective, and subject to excessive industry and government influences, 7 = transparent, effective, and independent of excessive industry and government influences).
In your country, mergers and acquisitions-particularly hostile takeovers-are (1 = rare and face serious legal impediments, 7 = common and allowed by law).
On the contracts and law index, the Nordic countries Finland, Denmark and Sweden enjoy particularly high scores. Australia and New Zealand are also ranked highly. While
Italy and Spain, two civil law countries of French origin, score lowest, there appears to be no systematic differences between common law and civil law countries. France and Canada, for instance, are indistinguishable on this account, and Germany and Switzerland enjoy higher rankings than the UK and the US.
As far as the protection of minority shareholders are concerned, common law countries are generally perceived to provide better protection. This applies especially to Australia and the UK. However, the Nordic countries are not much behind, with Finland and Denmark scoring higher than the US. As regards the latter, the high-profile scandals such as Enron and WorldCom might have affected respondents' views. The perceived degree of protection of minority shareholders in civil law countries varies considerably, with those of French origin generally scoring comparatively lower. Again, among the highincome countries included in exhibit 2 Italy and Spain have the lowest rankings. Japan, a civil law country with German roots scores equally poorly. 6.00 5.9 6.2 6.7 6.0 5.1 6.0 Switzerland 5.87 4.9 5.8 5.3 6.1 4.9 5.4 UK 5.67 6.4 6.6 6.6 6.6 6.5 6.5 USA 5.42 5.9 5.8 6.1 6.0 6.1 6.0
Exhibit 2. Perceived quality of public institutions
Australia and the UK also lead the rankings in terms of the perceived strength of auditing and accounting standards, the availability of company financial information, the regulation of security exchanges and the prevalence of mergers and acquisitions. Overall, they both score an unweighted average of 6.5 on a scale ranging from 1 to 7. At the other end of the spectrum is Japan with an overall score of 4.5. Some civil law countries of French origin, such as Italy, Greece, Portugal and Spain, also have relatively low scores, which appears to be consistent with La Porta et al's hypothesis discussed above.
However, most of the countries cluster in the 5 -6 range, suggesting that any systematic impact from the legal origin of a country appears relatively weak. Moreover, from the survey results it is not clear to what extent differences across countries are driven by legal factors as opposed to other variables, including income levels, political preferences and cultural and historical roots.
Although there remains uncertainty as to the precise drivers of the quality of a country's corporate governance framework, corporate governance practices at the company level may offset weak framework conditions. The following section discusses different efforts to benchmark such practices and derive country rankings by aggregating company assessments.
Benchmarking firm-level corporate governance
Whereas the preceding analysis has focused on the legal and institutional framework of corporate governance, investors are equally, if not more, interested in the quality of corporate governance of the company they plan to invest in. Firm-level corporate governance provisions matter especially in countries with weak legal environments, potentially compensating for ineffective laws and enforcement by providing credible investor protection (Klapper & Love, 2004 Portugal 15
On the preliminary index, the UK scores best, followed by Australia and New Zealand (Exhibit 3). Interestingly, the UK and Australia are also perceived to enjoy the relatively best corporate governance macro framework. Overall, there is a relatively strong correlation between the average quality of corporate governance at the company level and the perceived quality of the macro governance framework these companies operate in. (Exhibit 4). However, there are a number of important outliers. Japanese, Swiss, and Irish companies are found to employ better corporate governance practices than the perceived quality of their corporate governance standards at the country level would suggest. To a somewhat lesser extent, this also applies to companies in Austria, Canada, Hong Kong and Singapore. These companies may be called "overachievers" (Dallas, 2004) . For example, while Japanese companies are ranked 15 th among the 23 countries considered here, the corporate governance framework in which they operate in is perceived to be the worst among all high-income countries. Conversely, companies whose corporate governance practices are worse than the perceived quality of the corporate governance framework they operate in may be called 
Exhibit 4. FTSE/ISS Pilot Index Rankings versus World Economic Forum Macro Governance Rankings
EU enlargement and corporate governance in the new member states
The quality of corporate governance may have an important effect on the mode of foreign investment. Firms are in themselves substitutes for the market and will extent their borders whenever they encounter missing or inefficient markets (Williamson, 1985) .
Foreign companies dealing with such markets will want to have hierarchical control in those environments where transaction costs are high due to inadequate contract enforcement, poor protection of property rights or inappropriate board procedures.
Markets may be attractive for other reasons, for example, because of a rapidly expanding consumer base or natural resource endowments. But whereas a poor macroeconomic governance infrastructure may deter foreign investment altogether, weak corporate governance standards may discourage portfolio investors to a relatively larger extent. By comparison, foreign investors who acquire a controlling stake in a foreign company or undertake Greenfield investment tend to be less affected. A high share of foreign direct investment (FDI) may thus signal poor, rather than good, corporate governance (Hausmann & Fernandez-Arias, 2000) .
This hypothesis has potentially important implications for emerging market economies, and in order to examine this hypothesis further, we look at the eight transition countries 
Conclusions
That good corporate governance can help create shareholder value is hardly disputed today. Motivated by numerous academic studies that showed that well governed companies tend to outperform others by a significant margin, many institutional investors have substantially upgraded their in-house research capabilities on corporate governance. At the same time, corporate governance has become an integral part of credit research by the leading ratings agencies, and the number of external consultants on corporate governance has risen noticeably.
Given that corporate governance matters regardless of the particular system -the legal and institutional framework conditions -investors have shown growing interest in a global benchmark of good behaviour. While much work has been done in benchmarking governance systems at the macroeconomic level, relatively little has been produced with regard to benchmarking corporate governance practices at the company level. And even less analysis is available at the interface of corporate governance at the country level and the company level. This is an important gap, for companies operating in weak country environments may transcend local practice.
This paper aims at contributing to fill the existing gap. In so doing, we focused primarily on 23 high-income countries. First, we looked at corporate governance systems as classified by the "law matters" school. We then juxtaposed various country-level measures based on this approach with new survey evidence from the World Economic Forum's Global Competitiveness Report regarding the quality of the legal and institutional framework in individual countries. In the second part of the paper, we focused on corporate governance at the company level, hypothesizing that good corporate practices are most valuable to investors where the disclosure and legal framework protecting shareholders is weakest. The starting point for our analysis was a new FTSE/ISS Pilot Index, which attempts to benchmark corporate governance at the company level. Ranking countries according to their companies' average scores, we then identified overachievers and underachievers in the sense that the quality of governance at the company level was better or worse than the quality of the legal and institutional framework these companies were operating in. We then employed survey data to examine the extent to which perceptions about the quality of corporate governance at the company level are consistent with measurable indicators. Finally, we looked at the transition economies that recently joined the EU and examined whether the perceived quality of their corporate governance standards is related to the composition of capital flows to these countries.
Three main conclusions emerge from our analysis: First, although perceptions about the quality of corporate governance at the company level appear to be consistent with the propositions of the "law matters" school, other factors such as politics and cultural and historical roots seem to play an important role, too. Second, there is a relatively close correlation between the measured, as well as perceived quality of corporate governance at the country level and the company level. However, there exist important outliers.
Importantly, there are several countries whose companies on average appear to follow better practices than the quality of their legal and regulatory environments would suggest.
Good corporate governance at the company level may compensate for weak framework conditions, suggesting that a systems-focused view may lead to excessive risk aversion.
Third, perceptions about the quality of corporate governance at the company level are largely in line with measurable indicators employed by the FTSE/ISS index, providing further support for the hypothesis that a company's governance practices need not be tied or constrained by its local environment.
Although full convergence of corporate governance systems is neither likely nor desirable, given that these are rooted in a country's cultural and historical backgrounds and political conditions, globalization can be expected to lead to greater convergence of corporate governance practices. In the future, we may therefore expect a greater dispersion of the quality of corporate governance at the country level and at the company level. This appears especially relevant with regard to investing in emerging market economies, an issue we leave for future research.
